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INTRODUCTION

The National Association of Manufacturers respectfully submits these comments in
response to the invitation in the Federal Communications Commission's ("FCC") June 28, 2002,
Public Notice seeking comments on Lucent's Third Supplement to Petition for Declaratory
Ruling on State Consumer Protection Laws As They Relate to AT&T/Lucent Leasing of
Customer Premises Equipment ("CPE"). See In the Matter of Motion ofLucent Technologies,
Inc. For a Declaratory Ruling, Public Notice (WC Docket No. 02-147).

These comments are divided into three parts. Part I explains that the FCC should find
preemption in order to stem the increasing prevalence of regulation through litigation that is
threatening its jurisdiction and that of other regulatory agencies. In particular, it explains how
this type of problem arises not only in the CPE context, but also in virtually all contexts
implicating the FCC's regulatory jurisdiction over telephone service. Part II discusses
controlling Supreme Court precedent addressing preemption, and shows how the Supreme Court
has approved preemption in general, and "obstacle preemption" in particular, as an antidote to
litigation incursions on federal regulatory jurisdiction. Part III addresses why the FCC should
find that certain claims in Plaintiffs' suit against Lucent are preempted under obstacle
preemption doctrines. Specifically, it explains why a deregulated CPE market ultimately
benefits consumers, especially the elderly and the disabled. It then addresses reasons why
Plaintiffs' claims as to overcharges and Plaintiffs' claims of insufficient notice are impliedly
preempted because they stand as an obstacle to accomplishment of the objectives of the FCC
Orders deregulating the CPE market.

ANALYSIS

I. THE FCC SHOULD FIND PREEMPTION IN ORDER TO HELP STEM THE
TIDE OF REGULATION THROUGH LITIGATION NOW THREATENING THE
JURISDICTION OF REGULATORY AGENCIES IN GENERAL AND THE FCC
IN PARTICULAR.

Scholars increasingly recognize the threat that litigation poses for regulatory agencies.
Harvard Economics Professor W. Kip Viscusi notes, for example, that class action litigation in
particular often leads to the undesirable consequence of usurping the traditional regulatory
authority of governmental agencies. See W. Kip. Viscusi, The Regulation-Litigation Interaction,
Working Paper 01-13, at 20 (AEI-Brookings Joint Center for Regulatory Studies, Oct. 2001)
(Attachment A). When government agencies, like the FCC, attempt to achieve optimal levels of
regulation they strike delicate balances between the costs and benefits of regulation to society at
large. Significant rulings in judicial proceedings addressing the same private conduct necessarily
upset these carefully calibrated balances. The inevitable result is the imposition of state legal
requirements that contradict the supposedly uniform requirements of federal regulatory law.

This displacement of federal regulations by private litigation not only upsets federal
policy balances and imposes significant costs on society, it also diminishes the democratic
legitimacy of the resulting legal rules. Professor Viscusi explains that "difficulties arise" when
regulatory matters are "delegated to juries on a case-by-case basis." Viscusi, The Regulation
Litigation Interaction, at 2. In particular, commenters from across the political spectrum have



observed how regulation through litigation amounts to the end-running of democratic political
processes. See Robert B. Reich, Don't Democrats Believe in Democracy?, Wall St. J., Jan. 12,
2000, at A22 (regulation through litigation lawsuits "are end runs around the democratic
process"); Victor E. Schwartz & Leah Lorber, State Farm v. Avery: State Court Regulation
Through Litigation Has Gone Too Far, 33 Conn. L. Rev. 1215 (2001) (entrepreneurial plaintiffs'
lawyers and activist state court judges have increasingly used litigation "to bypass elected
lawmakers and impose their own public policy choices on Americans."). The legislative process,
though flawed in many respects, operates in the open and is accessible to all interested parties.
In contrast, "[t]he policies that result from litigation almost invariably involve less public input
and accountability than in the case of government regulation." Viscusi, The Regulation
Litigation Interaction, at 3.

As a practical matter, it is quite unlikely that collective litigation can be used as an
effective means to serve the public policy interests of the broad constituencies in whose name it
is usually brought. Instead, the possibility of exorbitant legal fees means that plaintiffs'
attorneys more often than not "have no reason to discipline themselves and restrain from
launching lawsuits that are in their financial interest but not society's." Id. at 20. As Professor
Viscusi notes, "[t]he stakes involve [attorney] payoffs in the billions of dollars, which constitutes
a considerable lure for even the most self-restrained." Id.

Although regulation through litigation is a problem for nearly every federal agency, this
emerging problem is one of special concern for the FCC. This threat to FCC jurisdiction arises
not only, as here, in the CPE context, but also in virtually all contexts implicating the FCC's
regulatory jurisdiction over telephone service and other communications mediums. This
continuing recurrence of preemption issues suggests that the consequences of any failure to find
preemption in this case would entail especially grave consequences for the FCC's regulatory
programs.

In the CPE context, the FCC recognized long ago the obstacles that state common law
might pose to its deregulatory policy goals. The FCC thus preempted continuing state regulation
of CPE because "utility regulation of CPE is contrary to the national public interest because of its
effect upon communications ratepayers and the competitive development of CPE markets."
Second Computer Inquiry, 88 F.C.C.2d 512, 541 n.34 (1981). The FCC clearly understood that
for the federal program of deregulation to work, state regulation of CPE had to be circumscribed.
The D.C. Circuit, in affirming this decision, properly noted that "courts have consistently held
that when state regulation of intrastate equipment or facilities would interfere with achievement
of a federal regulatory goal, the Commission's jurisdiction is paramount and conflicting state
regulations must necessarily yield to the federal regulatory scheme." Computer &
Communications Indus. Ass'n v. FCC, 693 F.2d 198,214 (D.C. Cir. 1982).

The FCC has reached similar preemption decisions in other telecommunications contexts.
For example, with respect to the regulation of cellular telephone service, the FCC has repeatedly
affirmed that state law is preempted from resolving disputes over the practice of "rounding up"
and billing in whole minute increments. Those types of disputes, which involve attacks on
billing practices similar to the overcharge claims that Plaintiffs have brought against Lucent, are
preempted because, as the FCC has recognized, "it is clear from the language and purpose" of
the Federal Communications Act that "states do not have authority to prohibit [cellular service]
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providers from charging for incoming calls or charging in whole minute increments." In re
Southwestern Bell Mobile Sys., Inc., 14 F.C.C.R. 19898, 19904-19908 ~~ 13, 23 (1999). A state
court "overstep[s] its authority ... if, in determining damages, it ... enter[s] into a regulatory
type of analysis that purports to determine the reasonableness" of rates, as it necessarily would
by adjudicating customer challenges to billing practices. Likewise, the FCC has also preempted
state authority to regulate the rates that local exchange carriers charge for billing and collection
for interstate telecommunications services. See generally, Detariffing ofBilling and Collection
Services, Report and Order, 102 F.C.C.2d 1150, 1176-77 (1986), recon. denied 1 F.C.C.R. 445
(1986).

The upshot should be a very strong presumption that all federal regulatory agency
policies, and especially the FCC's policies, are exclusive in their own spheres of operation, not
subject to supplementation by state courts. If federal agencies wish to delegate regulatory
authority to states (such as authority to fill gaps in a federal regulatory regime) they certainly
may do so expressly. But absent such express authorization of state supplementation of federal
rules, courts and agencies alike should assume that federal regulation is intended as exclusive. In
Lucent's case, nothing in the FCC's deregulatory orders even hints that states should be
permitted retroactively to reregulate CPE lease rates or retroactively to question the adequacy of
FCC-prescribed notice requirements. The Lucent Plaintiffs' claims therefore should
presumptively be held preempted.

II. THE SUPREME COURT HAS APPROVED THE USE OF PREEMPTION IN
GENERAL AND OBSTACLE PREEMPTION IN PARTICULAR AS
APPROPRIATE ANTIDOTES TO STATE COURT INCURSIONS ON
REGULATORY JURISDICTION.

The Constitution's Supremacy Clause dictates that when Congress properly exercises its
enumerated powers states must respect those congressional enactments. See U.S. Const. art. VI
cl. 2. Since at least 1824, the Supreme Court has recognized the invalidity under the Supremacy
Clause of state and local laws that "interfere with, or are contrary to the laws of congress, made
in pursuance of the constitution." Gibbons v. Ogden, 9 Wheat 1, 211 (1824). The Supremacy
Clause therefore binds judges and executive branch officers to enforce the federal constitution
and law, notwithstanding state law to the contrary.

Although legislative intentions are "the ultimate touchstone" of all preemption analysis,
Metropolitan Life Ins. Co. v. Massachusetts, 471 U.S. 724, 756 (1985), courts applying
preemption law customarily distinguish among four types of preemption: express preemption,
field preemption, obstacle preemption and "pure" conflict preemption. See English v. General
Electric Co., 496 U.S. 72, 79 (1990). All four doctrines are parts of the same multi-faceted
inquiry: Did Congress intend to displace the particular state law in question in the particular
circumstances presented by the particular case?

One type of preemption - "obstacle preemption" - is particularly relevant in the
regulation of CPE, in light of the differing spheres of federal and state regulation in the
telecommunications context. A court's task when applying an obstacle preemption analysis is
"to determine whether, under the circumstances of [a] particular case," state "law stands as an
obstacle to the accomplishment and execution of the full purposes and objectives of Congress."
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Jones v. Rath Packing Co., 430 U.S. 519, 526 (1977) (citations and quotations omitted). Ifa lack
ofpreemption would effectively frustrate Congress's underlying policy goal- that is, nullify all
or part of the federal law - preemption must be found. See Gade v. National Solid Wastes
Mgmt. Ass 'n, 505 U.S. 88 (1992). "'[I]t is not enough to say that the ultimate goal of both
federal and state law' is the same .... 'A state law also is pre-empted if it interferes with the
methods by which the federal statute was designed to reach that goal. '" Id. at 103 (citations
omitted).

A. When State Law Stands As An Obstacle To The Accomplishment And
Execution Of The Full Purposes And Objectives Of Federal Regulation, No
Express Statement Of Preemptive Intent Is Required.

The legitimacy of applying obstacle preemption in regulatory contexts was recently
underscored by Justice Breyer's opinion for the Supreme Court in Geier v. American Honda
Motor Co., 529 U.S. 861 (2000). In Geier, the Court addressed whether the Motor Vehicle
Safety Act, which deliberately gave car manufacturers a choice as to whether to equip their
vehicles with driver side airbags, preempted "no airbag" tort suits brought under state tort law.
The Court held that, although the preemption clause in the Motor Vehicle Safety Act did not
expressly preempt common-law claims, the plaintiffs' state-law tort suit was nonetheless
preempted because it "presented an obstacle" to the "accomplishment and execution" of the
safety objectives of federal law regulating vehicle passive restraint systems. Id. at 881-84.

In reaching that conclusion, the Court emphasized that the agency - there, the
Department of Transportation's National Highway Traffic Safety Administration ("NHTSA")
had "rejected a proposed ... 'all airbag' standard," and instead promulgated a regulation that
deliberately "sought a variety - a mix of several different passive restraint systems." Id. at 878.
It also explained that the agency's regulations "deliberately sought a gradual phase-in of passive
restraints." Id. at 879. The Court thus determined that the agency's regulations were not
intended to set a minimum airbag standard; instead, the agency's regulations struck a balance
that would be disrupted if unprempted state tort laws were permitted to impose duties on
manufacturers to install airbags in all of their vehicles. Id. at 881. The Court acknowledged that
there are sound reasons why a federal agency might require certain levels of regulation, but no
more, and that a state's more stringent requirements would in those circumstances serve as an
obstacle to the achievement ofthe federal regulation's goals.

Had the Court held otherwise - requiring manufacturers to satisfy both federal
regulations on airbags and state common law "regulations" on the same subject - the national
power to regulate aspects of commerce that are truly national would have been eviscerated. A
company faced with two regulatory standards, and a legal burden to adhere to both, will
necessarily adhere to the more rigorous of the two regulations. As the Geier Court undoubtedly
understood, if state law imposes stricter airbag requirements than what the NHTSA had decreed,
auto manufacturers would have been compelled to follow state, not federal, rules.

Significantly, Geier emphatically rejected the notion that regulatory actions need to
provide a "formal agency statement of pre-emptive intent" in order effectively to preempt state
law. The Court explained that "express preemption" and "obstacle preemption" are different.
No specific expression of an agency intent to pre-empt is necessary when state law rule stands as
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an "obstacle" to the accomplishment of the objectives of federal law. Id. at 886. To the
contrary, "[t]o insist on a specific expression of agency intent to pre-empt ... would be in certain
cases to tolerate conflicts that an agency, and therefore Congress, is most unlikely to have
intended." /d. at 885.

The Commission should bear these teachings in mind with special focus on the fact that
Geier was decided a year after the submission of the FCC's amicus memorandum in the Illinois
state court proceedings. See Crain v. Lucent Technologies, Memorandum of Federal
Communications Commission as Amicus Curiae, Case No. 96-LM-983 (11. 3d Jud. Cir. Ct.,
Madison County) (filed May 24, 1999). This timing is important because certain language in the
FCC amicus memorandum might otherwise be interpreted to suggest incorrectly that an agency
must provide an express statement of preemptive intent in order to preempt state law. For
example, the memorandum states that "the Commission must express its intention to preempt
particular state actions and show that preemption is necessary if its decision is to displace state
law." Id. at 4. (emphasis added). Obviously, any concern that the agency may have once had
about the legitimacy of finding obstacle preemption - that is, preemption in the absence of an
"expressed" intention - has now been dispelled by Geier. Accordingly, this language and any
other FCC statements questioning the legitimacy of obstacle preemption should now be
reevaluated.

B. The FCC's Application Of Preemption Analysis Should Recognize, As The
Supreme Court Has, That States Can Use Common Law Doctrines, Like
Breach Of Contract And Fraud, To Achieve Ends Similar To Those
Traditionally Achieved Through State Ratemaking Orders.

The Supreme Court has repeatedly recognized that congressional expressions of an
intention to preempt state laws and regulations typically encompass an intention to preempt state
common law that would, if left unpreempted, achieve similar ends. As the Court has observed,
the common law forms an integral part of the law's comprehensive regulation of private conduct.
Taken in combination with statutory and regulatory enactments, the common law imposes a
continuous spectrum of legal requirements, obligations and standards that are designed to
influence and regulate the actions of businesses and individual citizens. See, e.g., Medtronic,
518 U.S. at 510 (O'Connor, J., concurring and dissenting in part) ("state common-law damages
actions operate to require manufacturers to comply with common-law doctrines"). Any attempt
to impose for purposes of preemption a putative distinction between state common law and state
positive law would be fundamentally misguided. See id. at 504 (Breyer, J., concurring) ("The
effects of the state agency regulation and the state tort suit are identica1."). Accordingly, the
Supreme Court has repeatedly recognized that state common law rulings by state courts are
tantamount to the types of state regulations and orders that are typically promulgated through
state administrative processes. See, e.g., Medtronic, Inc. v. Lohr, 518 U.S. 470, 504 (1996)
(Breyer, J., concurring); id. at 510 (O'Connor, J., concurring and dissenting in part); CSX
Transp., Inc. v. Easterwood, 507 U.S. 658, 664 (1993); Cipollone v. Liggett Group, Inc., 505
U.S. 504, 520-24 (1992) (Stevens, J., plurality opinion); id. at 548-49 (Scalia, J., concurring and
dissenting in part).

In Cipollone, for example, the Supreme Court held that express preemption provisions
contained in the Public Health Cigarette Smoking Act of 1969 made no distinction between state
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common law and state posItive law. Those provIsIOns stated that "[n]o requirement or
prohibition based on smoking and health shall be imposed under State law with respect to the
advertising or promotion of any cigarettes" that are labeled as required under federal law. 15
U.S.c. § 1334(b). Based on this language, the Court held that state common law actions were
within the coverage of the 1969 Act's preemption clause. See Cipollone, 505 U.S. at 520-24. In
a key passage, the Court stated: "The phrase '[n]o requirement or prohibition' sweeps broadly
and suggests no distinction between positive enactments and common law; to the contrary, those
words easily encompass obligations that take the form of common-law rules." Id. Even though
there was some evidence in the legislative history suggesting that Congress "was primarily
concerned with positive enactments by States and localities," the Court was emphatic that "the
language of the Act plainly reaches beyond such enactments." Id. (emphasis added).

The Court reached the same preemption conclusion in the CSX and Medtronic cases. In
CSX, the Court considered the preemptive effect of the Federal Railroad Safety Act of 1970,
which contained a preemption clause providing that applicable federal regulations preempted any
state "law, rule, regulation, order, or standard relating to railroad safety." 45 U.S.C. § 434. The
Court easily dispatched any suggestion that common law actions are somehow different for
preemption purposes from state positive law. See CSX Transp., Inc., 507 U.S. at 664 (stating
that "[l]egal duties imposed on railroads by the common law fall within the scope" of the Act's
preemption clause). Likewise, in Medtronic, a majority of the Court rejected the argument that
"common law duties" were not requirements within the meaning of the preemption clause
contained in the Medical Device Amendments of 1976. As Justice Breyer, in a separate
concurrence, observed: "The effects of the state agency regulation and the state tort suit are
identical. To distinguish between them for pre-emption purposes would grant greater power ...
to a single state jury than to state officials acting through state administrative or legislative
lawmaking processes." Medtronic, 518 U.S. at 504.

This principle has also been recognized by the FCC itself. In In re Wireless Consumers
Alliance, Inc., 15 F.C.C.R. 17,021 (2000), the FCC addressed the preemptive effect of Section
332 of the Federal Communications Act. Section 332 provides that "no State or local
government" has "any authority to regulate the entry of or the rates charged by any commercial
[or private] mobile service." 47 U.S.c. § 332(c)(3)(A). The FCC easily rejected any suggestion
that Section 332 does not cover state common law. As the FCC explained, ')udicial action can
constitute state regulatory action for purposes of Section 332." In re Wireless Consumers
Alliance, 15 F.C.C.R. at 17,027 ~ 12.

These cases should be followed with special care as the FCC crafts its response to
Lucent's submission, for they are a specific application of an even more fundamental
constitutional law principle. Simply put, government entities, like states, that lack power to
promote their agendas directly (as through rate regulation) are not permitted to do so indirectly
(for example, by application of common law doctrine). See Us. Term Limits, Inc. v. Thornton,
514 U.S. 779, 829-30 (1995) (striking down a state statute was "an indirect attempt to
accomplish what" federal law prohibited the state "from accomplishing directly"); National Fuel
Gas Supply Corp. v. FERC, 990 F.2d 1519, 1522 (D.C. Cir. 1990). In other words, just as state
public utilities commissions may not engage in prospective rate regulation, so too, state courts
may not, through common law rulings, retroactively regulate rates that the FCC has already
preempted. Cf Victor E. Schwartz & Leah Lorber, State Farm v. Avery: State Court Regulation

6



Through Litigation Has Gone Too Far, 33 Conn. L. Rev. 1215, 1220 (2001) (noting that because
judges "make law" retroactively there are notice and fairness problems with regulation through
litigation).

III. IN THIS CASE, PLAINTIFFS' SUIT AGAINST LUCENT IS UNDOUBTEDLY
PREEMPTED. .

In their Third Amendment Complaint, Plaintiffs principally contend (1) that Lucent
collected "unconscionably high rental charges" for customer premises equipment, and (2) that
Lucent did not provide adequate notice in the 1980s to its CPE lease customers to make them
aware of either their status as lease customers or the alternatives to leasing equipment. For
reasons discussed below, both of these claims, if adjudicated by a state court, would constitute
indirect and retroactive regulation of the type impliedly preempted by the FCC Orders leading to
deregulation of CPE. Allowing re-regulation of the CPE market through state-law rate and
notice regulations would undermine the FCC's deregulatory objectives and harm the public.

A. There Is No Reason To Suspect That Lucent's Lease Rates Are Not
Appropriate.

It bears emphasis at the outset that there are no barriers to entry in the CPE market. The
fact that the overwhelming majority of residential customers now own, rather than lease,
customer premises equipment is compelling evidence that the CPE market has become truly
competitive. With a large number of options for customers to choose among vendors selling
CPE, it is highly unlikely that customers that nonetheless continue to lease are not benefited by
these numerous purchase options. Just as the consumer market for sales and leases ofnew motor
vehicles are effectively integrated, so too is the unified market for sales and leases of residential
telephone equipment

Moreover, even aside from competition from vendors selling premises equipment, it is
significant that, any equipment vendor may easily and quickly enter the business of leasing CPE.
Indeed, with third-party lessors active in markets for leases of sophisticated computer equipment,
business vehicles of all types, and even aircraft, it beggars credulity to suggest that there are
barriers to setting up shop as a lessor of relatively inexpensive residential CPE. As the FCC has
recognized, since deregulation, "the Commission's goals of promoting marketplace entry by
communications equipment vendors, increasing competition among these vendors, and
producing cost savings for both consumers and common carriers have largely been fulfilled." In
re Telecommunications Services Inside Wiring, 11 F.C.C.R. 2747, 2779 ~ 70 (1996). Any
suggestions that telephone equipment companies, like Lucent, are earning monopoly profits from
CPE leases are therefore facially implausible.

B. Plaintiffs' Claims As To Overcharges Constitute Indirect And Retroactive
Rate Regulation Of A Type That Is Impliedly Preempted By The FCC
Orders Leading To Deregulation Of Customer Premises Equipment.

In the 1980s, when it began to deregulate CPE, the FCC established a transitional plan
that provided for gradual progress to complete deregulation of the CPE marketplace. In setting
out its deregulatory plan, the FCC specifically determined that because the CPE market was
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competitive, continued rate regulation would harm competition and innovation. See In re
Amendment of Section 64.702 of the Commission's Rules and Regulations, Final Decision, 77
F.C.C.2d 384, 388 ~ 9 (1980); id. at 440-41 ~~ 143-43; id. at 446 ~ 159. The FCC concluded that
competition in the CPE market would stimulate innovation, make available a wider range of
consumer equipment, improve maintenance and reliability, and increase purchase, payment, and
installation options. See id. at 428-30 ~~ 115-118. The FCC thus made an affirmative decision
to refrain from regulating. See id. at 388 ~ 9.

The Lucent Plaintiffs nonetheless persist in contending that state consumer protection and
contract laws do not stand as an obstacle to a competitive CPE market. But allowing Plaintiffs to
proceed on state-law claims that Lucent's CPE leasing rates are "excessive" would be
tantamount to allowing the type of utility rate regulation of CPE that the FCC has explicitly
disallowed. Indeed, courts have consistently held in other context that claims of the type that
Plaintiffs raise are preempted by the Federal Communications Act because they require the court
to focus on the appropriateness of the amount charged and ultimately determine whether that
amount was reasonable. See, e.g., Bastien v. AT&T Wireless Servs., Inc., 205 F.3d 983,987 (7th
Cir. 2000) (holding that plaintiffs' claims for failing to provide reliable service were preempted
by federal law); Gilmore v. Southwestern Bell Mobile Sys., 156 F. Supp. 2d 916 (N.D. Ill. 2000)
(claims that a cellular service provider charged fees in excess of what was contractually
permitted were preempted by the Federal Communications Act).

Here, Plaintiffs' common-law claims challenge by their very terms the reasonableness of
Lucent's rates, and pose an obstacle to the accomplishment of federal deregulatory objectives.
Put simply, any state law requirement that would force Lucent to lease CPE at less than
competitive market rates would defeat the deregulatory regime adopted by the agency and
constitute de facto (and retroactive) rate regulation. The Lucent Plaintiffs claim at bottom that
Lucent's rates have historically been "too high" and that the "excess amount" should now be
returned to customers through retroactive rate adjustments. But these types of claims are
precisely the types of claims foreclosed by Geier. In Geier, the NHTSA made a considered
decision to go so far in requiring airbags, but not to go further and require that 100 percent of
cars be equipped with airbags. Here, just as in Geier, the FCC chose to go so far and no further.
Specifically, it chose to regulate CPE rates for so long but no longer by gradually phasing out
and eventually eliminating unneeded regulation. The FCC structured the CPE marketplace in
finely balanced, precisely calibrated fashion, in order to serve its regulatory (and deregulatory)
objectives. Any state regulation that imposes more stringent requirements on CPE providers thus
necessarily stands as a clear and unlawful obstacle to the achievement of the FCC's goals.

C. Plaintiffs Claims Of Insufficient Notice Are Impliedly Preempted By The
FCC Customer Premises Equipment Decisions Requiring Certain Types Of
Consumer Notice, No More And No Less.

Plaintiffs claims of insufficient notice are also impliedly preempted by the FCC's CPE
decisions. Those decisions require certain types of consumer notice, no more and no less.
Specifically, the FCC required CPE providers, like Lucent, to notify all embedded customers of
their right "to buy or continue to lease" CPE, or to "terminate lease service and obtain equipment
from other vendors." In re Procedures for Implementing the Detariffing of Customer Premises
Equipment and Enhance Services, Report and Order, 95 F.C.C.2d 1276, 1352 ~ 125 n.107 .. The
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FCC also required CPE providers, like Lucent, to inform their customers that they could obtain
their telephones from other vendors. The FCC found that these written notifications, along with
a twelve million dollar national advertising program, would "aid[] customers in making informed
choices regarding their telephone equipment." !d. at 1321 ~ 69.

These FCC-compelled notice provisions completely foreclose the Lucent Plaintiffs'
claims based on ostensibly inadequate notice to embedded CPE customers. It is inherent in the
very nature of disclosure campaigns that they must go so far and no further; disclose so much
and no more. The FCC might conceivably have required dissemination to each residential
consumer of the full multi-volume record of its CPE deregulatory proceedings. But the
Commission did not do so, and not because of laxity or lack of solicitude for informed consumer
choice. Rather, the Commission must have recognized the unavoidable problem of information
overload on the part of disclosure recipients, as well as the unavoidable response of requiring
dissemination of only that information that is most needed and helpful. As the Supreme Court
has emphasized, "[d]eciding what competing values will or will not be sacrificed to the
achievement of a particular objective is the very essence of legislative choice - and it frustrates
rather than effectuates legislative intent simplistically to assume that whatever furthers the
statute's primary objective must be the law." Rodriguez v. United States, 480 U.S. 522, 528
(1987); see also Geier v. American Honda Motor Co., 529 U.S. 861 (2000).

Here, the Commission's objective was informed consumer choice regarding whether to
buy or lease CPE equipment. The fact that 99 percent of residential customers now own, rather
than lease, customer premises equipment is testimony to the Commission's success in achieving
this objective. Acceptance of the Lucent Plaintiffs' after-the-fact suggestions that the agency
might have required more or different disclosures accordingly "frustrates rather than effectuates"
the Commission's intent. See Rodriguez, 480 U.S. at 528. For this reason, claims founded on
allegations that the FCC-approved notice was not accurate or sufficient are preempted by the
FCC's deregulatory orders.

CONCLUSION

For the foregoing reasons, the Commission should grant the petition for a declaratory
ruling submitted by Lucent Technologies, Inc. in WC Docket No. 02-147.
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The Regulation-Litigation Interaction

W. Kip Viscusi

The recent lawsuits involving cigarettes, guns, and other products have created a

new phenomenon in which litigation either results in negotiated regulatory pOlicies to

settle the litigation or the litigation serves as a financial lever to promote support for

governmental policies. The· allocation of responsibilities for policy becomes blurred, as

litigation increasingly becomes the mechanism for· forcing regulatory changes. The

policies that result from litigation almost invariably involve less public input and

accountability than in the case of government regulation. The AEI-Brookings Joint

Center held a conference on April 26--27, 2001 that explored the major lines of such

litigation and examined the merits of these efforts and the potential problems they may

create.

There are many policy contexts in mnch there is an interaction between the role

of regulation and litigation. Many of the economic rationales for government regulation

pertain to various forms of market failure, such as inadequate consumer information or

failure to account for externalities to parties outside of a market transaction. These same

forms of market failure often also lead to litigation as well, as injured parties seek to

obtain damages for the harms that have been inflicted on them in contexts in which there

was not appropriate recognition of their economic interests by the party inflicting the

harm. I The policy task is to coordinate the influences of these two different sets of social

institutions, recognizing their different strengths and different functions. In each case,

however, it must be recognized that the ideal level of harm is not zero. A risk-free

society is neither feasible nor desirable because ofthe inordinate costs of eliminating risk.

The potential importance of the interaction between regulation and litigation j;

not a new issue. This overlap of institutional responsibilities and functions was a central

theme of an American Law Institute study on tort liability published a decade ago.2

Traditionally, the focus has been on broad conceptual issues, such as the potential for

institutional overlap with respect to .the creation of economic incentives. The policy

I In some instances plaintiffs may also seek damages even if negligence is not alleged.
2 See American Law Institute (l99la, 199Ih).
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concerns arising from these analyses of institutional functions often have focused on

fairly narrow kinds of remedies, such as a regulatory compliance defense fir fInns that

are in compliance with explicit government standards but are nevertheless subject to

litigation.

The different functioning of these social institutions is apparent from considering

their roles in promoting health and safety. Consider fIrst the creation of economic

incentives. Regulation is generally superior in addressing technical scientifIc issues

because of the central role of specialized expertise in analyzing regulatory issues.

Moreover, government regulation on behalf of society at lar~ is especially appropriate

when the policy decisions pertain to an entire product line rather than a specifIc product

purchase by an individual. Assessment of design defects and hazard warnings, for

example, should be on a product-wide basis. The issue of what any particular individual

knew about the risks is not the key concern, but rather whether the fInn provided

adequate infonnation within the market context for a representative product purchaser to

make a knowledgeable risk-taking decision.

Difficulties arise if these matters are delegated to juries on a case-by-case basis.

Recent literature has documented the failings of juries in thinking sensibly about risk, as

jurors exhibit a wide variety of systematic biases in assessing accident situations, such as

hindsight bias in the evaluation of past risk actions. Government regulations will usually

provide a more sound approach to promoting health than litigation, which by its very

nature tends to focus· on particular individual circumstances rather than the functioning of

an entire product market. From abenefIt--eost standpoint, the stringency of government

regulations can be excessive in some cases due to the restrictive nature of regulatory

agencies' legislative mandates. Where this occurs, regulatory stan:lards for health and

safety typically should not require any additional augmentation through judicial

proceedings.

If, however, regulations do not exist for a particular product, litigation can often

play a constructive role in addressing gaps in the regulatory structure and in stimulating

regulatory activity. One of the most prominent examples in which litigation played such a

role is with asbestos. Historically, asbestos risks had not been strongly regulated, but the

emergence of a wave of asbestos litiga tion induced both the Occupational Safety and
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Health Administration and the U.S. Environmental Protection Agency to set stringent

regulation. In this instance, the combination of litigation and subsequent regulation led to

inordinately large safety incentives. Litigation plays an additional role that complements

regulation where it provides for a transfer of income to injured parties to address the

damages incurred.

A general problem with the existence of distinct roles for litigation and regulation

is that there is no formal or informal mechanism for coordinating the roles of these two

institutions. The fact that one institution is imposing economic penalties for a particular

type of risk does not prevent the other from also imposing sanctions. The little

coordination that does exist consists of the existence of regulatory compliance defenses,

which typically are restricted fairly narrowly to punitive damages and are only pertinent

in a few states. That there is a continuing inherent problem in coordinating the roles of

regulation and litigation is well documented in the literature.

What is new is that the character of these coordination problems has changed

dramatically since the mid-1990s. The advent of litigation involving products such as

tobacco, guns, and lead paint went well beyond the historical interactions of regulation

and litigation that have been of concern in the literature. No longer was the issue one of

litigation itself creating incentives that overlapped with those resulting from regulation.

Rather, litigation was being used as the fmancial lever to force companies to accept

negotiated regulatory policies. Thus, litigation itself led to regulation, but not regulation

that went through the usual rulemaking process as a result of a careful analysis by

government regulatory agencies subject to legislative mandates. Rather, the parties in the

lawsuit negotiated regulatory changes as part of the package to end litigation.

These negotiated solutions have also gone beyond simply specifying regulatory

changes. In at least one instance, the settlement led to the imposition of what is

effectively an excise tax on products. Rather than imposing a conventional damages

award on the defendant, the tobacco settlement imposes charges on customers on a per

unit basis in the future. Thus, the settlement establishes a tax on the product payable to

the plaintiff and paid for almost entirely by the consumer rather than a damages payment

paid for by the defendant. Litigation against health maintenance organizations (HMOs)

proposes a similar tax:-like structure. Thus, litigation has developed in a manner that not



.rIlfjM 4

only usurps the traditional governmental authority for government regulation, but also

shifts the locus of establishing tax policy from the legislature to the parties involved in

the litigation~ Citizen interests are not explicitly represented and, as in the case of

regulatory changes, there is no mechanism to ensure that these outcomes are in society's

best interests. Moreover, there is typically no procedure Dr creating even an appearance

of the level of legitimacy accorded to governmental policies.

If there is an error in the litigation settlements that impose regulatory and tax

changes, the adverse consequences could be enormous. The stakes of the tobacco

litigation exceeded $200 billion in expected penalties over the next 25 years. The

regulatory changes also could have significant anti-competitive effects. While other

litigation typically involves stakes that are not as great as those of tobacco the influen:es,

in terms of the effects on particular industries, could be even greater.

I. Optimal Deterrence

The focus of this volume is on a series of case studies involving regulation

through litigation. In the process, the chapters collectively shed .light on tre likely

consequences of regulation through litigation for insurance markets and society at large.

These effects will be discussed in more detail shortly. In considering the merits of

litigation, it is useful to assess how it performs from the standpoint of efficient deterrence

and efficient insurance. One of the chief functions of a liability system and government

regulations is to establish optimal levels of deterrence. The case studies in this volume

focus almost exclusively on health and safety risks, v.here the main economic issue is

whether the incentives created lead to the appropriate levels of health and safety. The

optimal level of risk is not zero, but is rather an efficient level of risk that reflects the

appropriate balancing between the benefits and costs of risk reduction.

More specifically, risk reduction measures should be undertaken only to the

extent that their benefits exceed the costs. For example, when judging whether a

particular safety device should be added to a machine, doing so is desirable if the benefits

of the safety device exceed the costs of modifying a product. It should be emphasized that

these benefits include not only fmancial consequences but are based more broadly on

society's willingness to pay for the health reductions, recognizing the value of the risk
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reduction that goes beyond the fmancial effects. Safety is optimized when the marginal

benefits equal marginal costs. Often there is a continuum of risk choices that can be

made, such as the level of exposures to toxic chemicals. So long as the incremental

benefits of increased safety exceed the incremental costs, then further tightening of the

regulation or the imposition of liability on the firm is desirable. Regulation or litigation is

excessively stringent, however, when firms are pushed to enact measures when

incremental costs outweigh incremental benefits.

Considerations of optimal deterrence and the incentives created by social

institutions is always a central economic concern. In regulatory contexts, the implicatims

of policies for choices about the level of health and safety are rarely neutral. Ideally,

litigation should also be concerned with creating incentives for efficient levels of safety,

but this objective may be compromised when the main focus of the litigation is to provide

compensation.

The discussion by Kenneth Abraham in Chapter 7 distinguishes two different

types of litigation, each of which will have different implications for economIC

incentives. Litigation that he terms "forward looking" focuses on setting up either

requirements on firm behavior or a funding mechanism that will directly influence

incentives for the· future. The settlement of the tobacco litigation was forward looking in

character in that it led to regulatory changes as well as a darmges formula that was

largely tantamount to an excise tax on cigarettes. Similarly, the litigation involving guns,

which is reviewed in the chapter by Phillip Cook and Jens Ludwig, is forward looking to

the extent that it seeks to impose safety requirements on the design of handguns as well

as restrictions on the distribution of handguns. Although the litigation against HMOs,

discussed in Chapter 6, is less well developed than that for cigarettes and guns, the

oYerallmodel that is being adopted closely follows that for tobacco and is forward

looking in character.

Litigation that Abraham terms "backward looking" is more similar in character to

conventional tort litigation. The lawsuits by women suffering problems they attribute to

breast implants and the lead paint litigation against landlords both fall into the backward
/

looking category. These suits seek to obtain compensation for parties that have been

injured. The provision of such compensation will establish payment structures that could



potentially alter future incentives because fInns will expect to be subject to similar

sanctions from future litigation. However, if all such decisions have already been made or

if the product is no longer sold, there will be no incentive effect unless these suits

impinge on current behavior in some manner. Thus, in the case of the lead paint

litigation, there will be no incentive effect for lead paint manufacturers because lead paint

is no longer produced in the United States. However, the lead paint suits against landlords

potentially could have an incentive effect to the extent that they affect building

maintenance, efforts to remove lead paint, and warnings to tenants about lead paint risks.

Also, there may be more general deterrent effects for landlords beyond lead paint.

II. Optimal Insurance

A second potential function of social institutions dealing with risk is providing

optimal insurance to those who have suffered injuries or illnesses. Regulatory policies by

the federal government generally do not provide any insurance compensation for victims

but instead are focused almost exclusively on establishing regulatory standards for health

and safety. Insurance functions are typically handled through targeted government

programs that focus on the disabled, the poor, or the elderly.

In contrast, litigation often has as its principal purpose an effort to transfer income

to those who have suffered injuries. From the standpoint of optimal insurance this

transfer should be sufficient to completely cover the economic loss in instances in which

people have suffered a fmancial loss. The desirability of providing this insurance stems

from the role of individual risk aversion, which makes insurance of such losses desirable.

In the case of governmental entities that have suffered economic losses, such as the

medical costs attributable to tobacco that were incurred by the states, this type of

insuran~e ratipnal.ewould not be pertinent QoveI1l1llental entities should be risk-neutral

except with respect to extremely large losses because they can spread these losses across

a large citizenry base. Thus, any optimal insurance rationale for transfers to the

government must assume that the losses ultimately borne by individual taxpayers will be

sufficientIy great that risk aversion will come into play.

In the case of injuries and illnesses to individuals, there will be both fmancial

losses as well as effects on individual health. Whereas the object of insurance for
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fmancial losses is to restore individuals to their pre-accident level of utility, that

objective is not pertinent in the case of health effects. Optimal insurance satisfies the

property that it equates the marginal utility of income when one is healthy to the marginal

utility of income when one is ill. Typically, it will not be desirable to purchase so much

insurance so as to be as well off as he or she would have been had the illness or injury not

occurred because these events reduce people's ability to derive welfare benefits from

additional funds. Even enormous transfers of money to one after becoming disabled may

not be adequate to restore the pre-accident welfare level. There is also the practical

problem of ascertaining what a person's psychic losses are from such major injuries.

Thus, in the case of the breast implant litigation, there will be an insurance objective but

the proper role of the courts will typically fall short of restoring the plaintiff's pre

illness level of utility even in situations in which liability for the firm is established.

ill. The Case Studies

This volume will present a series of case studies of different types of litigation as

well as broader analyses of the role of mass torts and class actions and their implications

for economic performance. Table 1 summarizes each of these areas of litigation. In each

case, there is some alleged shortcoming from the standpoint of efficient behavior on the.

part of the finn as well as an alleged or actual failure on the part of government agencies.

The third column of Table I indicates the particular remedy that is either sought by the

litigation or has resulted from the litigation. These remedies go beyond conventional

damages payments and include measures of a regulatory character as well as fmancial

.penalties that will affect the product cost. A summary of the efficiency effects of the

different product litigation appears in the last column of Table 1.

IV. Tobacco

By far the most noteworthy example of regulation through litigation is that of the

litigation against the tobacco industry. The most salient example ofthis litigation consists

of the suits by the state governments that sought to recover Medicaid expenses that they

attributed to cigarettes. The prospective suit that has been filed by the federal government

also has a similar character. These parallels no doubt led the Federal government to



initiate the suit and presumably also led the Bush administration to suggest that an out

of---court settlement should be the appropriate solution.

The alleged market failure that gave rise to these suits is that there is a medical

cost externality that has not been fully addressed. Why governmental entities such as the

states and the federal government failed to tax cigarettes adequately to reflect this cost of

cigarettes is a major unanswered question. Critics allege that the lobbying power of the

tobacco industry has hindered taxes from being set at appropriate levels. The risks of

smoking have been well known for decades and, indeed, have been subject to annual

reports by the u.s. Surgeon General as well as government-mandated warnings. Given

the knowledge that cigarettes do in fact increase health costs, what was the governmental

failure that prevented legislatures from enacting taxes to cover these costs? The

fundamental question raised by these suits from an institutional standpoint is why there

was any need to resort to litigation rather than having traditional governmental processes

address these costs.

W. Kip Viscusi's assessment of tobacco in Chapter 2 makes two general points

with respect to this litigation. First, from the standpoint of economic cost externalities

arising from cigarettes, there is no net cost imposed on the states or on the federal

government, even if one excludes the role of excise taxes. Proper recognition of the full

health consequences of smoking indicates that smokers will live shorter lives than

nonsmokers and consequently will generate fewer nursing home expenses as well as

lower pension and social security costs than nonsmokers. Indeed, smokers are self

financing for every state and for tre federal government, even excluding the role of

excise taxes already in place. Thus, there are no net econoinic damages to governments

arising from cigarettes. The second major point made in the Viscusi paper is that there is

110 ~yiq~nt harm ~auseclby_thealleg~dwrongful col1duct by the industry. Survey

evidence indicates that smokers are in fact aware of the risks posed by cigarettes and

have an exaggerated perception of the risk. Thus, in tenns of misinfonned decisions,

there is no evidence that alleged wrongful conduct by the cigarette industry led people to

smoke cigarettes. Indeed, the risks of smoking have been well known and higWy

publicized for decades and are perhaps the most higWy publicized risks in society.
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Chapter 9 by Richard Epstein takes a somewhat different approach to the tobacco

litigation. He does not question whether cigarettes are self- fmancing or whether people

overestimate the risks of smoking. No suits by the states or the federal government have

any justification in Epstein's view unless there would be an appropriate basis for

litigation on the part of the individuals who decided to smoke. He believes such litigation

is without foundation because hazard warnings have been present on cigarette packages

for decades. Moreover, the warnings since 1969 include provisions that preempt litigation

against the industry based on inadequate warnings.

The remedy that was sought in the case of the tobacco litigation involved the

transfer of money to the states. As indicated by Viscusi as well as John Calfee and Gary·

Schwartz, this monetary transfer did not take the form of a traditional damages payment

but rather consisted largely of a penalty on future cigarettes that was tantamount to an

excise tax. This "tax" was unusual, however, in that it was not assessed by any

legislature, but instead emerged through litigation and ultimately from bargains between

the state attorneys general and cigarette industry executives. These parties also negotiated

a variety of regulatory changes, including restrrtions on advertising that some view as

having anticompetitive consequences. The cigarette litigation was also noteworthy in that

it generated enormous levels of compensation for plaintiffs' attorneys that ran into the

billions of dollars paid by particular states and hundreds of millions of dollars in

compensation received by plaintiffs' attorneys. These attorney fee arrangements were

controversial not only because of their size, but also because state attorneys general

negotiated these arrangements without any open bidding process or public scrutiny. In the

case of Massachusetts, the attorney general negotiated an arrangement that even the·

governor of the state regarded as excessive.

In..terms .. ofth.e optim(ll d.eterre<nce .and optirrlal insurance objectives outlined

above, the cigarette litigation provided for no insurance of individual losses but only a

transfer to states. Moreover, states should be regarded as risk-neutral so that insurance

does not really come into play. The incentives created on future cigarette sales involve a

per pack tax that will discourage smoking generally. Whether doing so is desirable

depends on one's assessment of the net economic consequences to society. At least from

the standpoint of the fmancial effects, the results presented by Viscusi indicate that
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additional taxation is not warranted. Thus, from the standpoint of the issues involved in

the state cases, there is no efficiency-based rationale for the tax. The tax also is not

structured in a manner to provide meaningful incentives. A key drawback of the tax-like

structure of the damages is that the level of the tax does not vary with the riskiness of the

cigarette product in any way. If companies were to develop risk- free cigarettes in the

future, then these products would be subject to the same tax even though they would

entail no medical costs. Ideally, any tax system should provide incentives for safety

innovation.

The shortcoming of the tax structure of the damages payment in tobacco

ultimately can be traced to the fact that this arrangement did not emerge from a careful

analysis of what the tax structure should be. Rather, it was simply a financial settlement

of litigation that happened to take the form of a tax.

v. Guns

The high stakes payoff of the cigarette litigation has rot been lost on attorneys

considering litigation in other areas. The next prominent example of the regulation

through litigation phenomenon is the subject of Chapter 3 by Phillip Cook and Jens

Ludwig. In the New Orleans guns suit, the plaintiffs allege that the companies neglected

to provide adequate safety features for guns. The Chicago lawsuit has a different focus: a

claim that firms created a public nuisance by not preventing illegal sales of frrearms.

The financial resources of the gun industry are dVvarfed by that of the tobacco .

industry. As a result, the stakes are considerably less in terms of the overall effect on the

economy. This difference in the fmandal magnitudes involved lead Cook and Ludwig to

conclude that the object of the gun litigation is primarily to lead to regulatory changes

ratll~~ ~1:lal1topr9.vi~e fmaIlcial coIllpensation. However, this~ifferencemay simply be a

reflection of the more modest size of the gun industry. If it were not for the threatened

financial sanctions, it is unlikely that the cities would have the leverage to force the

regulatory changes that they are seeking through the litigation. Because this litigation is

not as far along as the tobacco litigation, the ultimate emphasis on financial transfers as

opposed to regulatory changes is not yet apparent. What the plaintiffs are seeking is a set

of negotiated changes with respect to gun distribution and safety mechanisms for guns.



As Cook and Ludwig have observed, some fInns have already exited the industry and

others have dlanged ownership so that the fmancial consequences are signifIcant for

individual fIrms even if their aggregate impact on the overall economy is relatively small.

Cook and Ludwig assess the societal consequences of fIrearms. by establishing a

statistical relationship between the presence of guns to homicides. Their result: that there

is an additional death associated with the presence of an extra 15,000 guns. As the

commentary in this volume by Richard Epstein observes, however, this simple analysis is

controversial for a variety of reasons, not the least of which is the fact that it does not

distinguish whether the guns actually were involved in the homicides. For example,

people in high crime areas may choose to purchase guns for self defense, but that does

not imply that their guns led to homicides, which may have been committed with

weapons other than guns. Epstein also notes that the fundamental difference between

guns and other harmful products is that guns may have a legitimate use. The social

objective should be to prevent guns from being used unlawfully, not to prevent gun use

overall. This focused objective, in Epstein's view, creates a policy problem of a more

targeted nature than simply eliminating guns altogether.

Based on their assessment that guns impose net economic costs, which is shared

by many other economists, Cook and Ludwig explore various policy remedies that have

been proposed. These proposals include personalized technologies for guns as well as

various kinds of safety mechanisms. Many of these options appear to offer considerable

potential. The question then becomes: what market failure has prevented companies from

introducing these products? One gun industry view is that the personalized gun

technology and other such proposals are not as sound or as well developed as advocates

. such as Cook and Ludwig suggest.3

Alt4ol,lg4C()olc a.nd:Lud\\i"ig_clQ not explore the s0Ul"ces Qf J!1~rketKailu~e. in detail,

they do address the possible role of governmental failure in establishing regulations that

would have promoted such outcomes. They suggest that because of the diffuse public

benefIts from gun regulation, strong interest groups ~upporting gun use have been able to

thwart the enactment of socially benefIcial legislation. The result is a series of lawsuits by

cities that did not need legislative approval but would nevertheless generate leverage to

3 See Beretta USA Corp (I998).
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produce regulatory changes. As with the regulatory policies that emerged from the

tobacco litigation, these regulatory proposals do not go through the kind of detailed

review and rulemaking process that is the normal course for governmental regulations.

VI. Lead Paint

Some of the lawyers who are veterans of the tobacco litigation have become

engaged in various lawsuits involving lead paint. These lawsuits bear some similarities to

the tobacco and gun litigation because they often involve government entities suing

firms. However, the character of the litigation is distinctive in other respects.

Chapter 4 by Randall Lutter and Elizabeth Mader distinguishes two different

kinds of lead paint lawsuits. The first type of lawsuit consists of suits against the lead

paint manufacturers. These suits closely parallel the tobacco lawsuits. The second class of

lawsuits consists of landlord-tenant suits. This litigation is more akin to standard personal

injury litigation.

Consider first the suits against lead paint manufacturers. The fact that these suits

are even being lodged at all is somewhat curious given that there has been a national ban

on the use of lead paint enforced by the Consumer Product Safety Commission since

1978. Moreover, recently issued EPA standards for the presence of lead paint, which

have been incorporated in rules promulgated by the Department of Housing and Urban

Development impose standards on lead paint exposures. There are also required housing

disclosures of the presence of lead paint to buyers and renters as well as state and local

regulations pertaining to lead levels. Lead paint production has not been active for 23

years, and exposures to his torical applications of lead paint are now strongly regulated.

The lead paint lawsuits in which the defendants are the lead paint producing companies

_ . _¢()I!_s~ql!~J:!!ly_pl:1:t~JI~1.fue.t9bac(;0~~~.li~~g~!!'?1l11eca!.Is~_thex.focus 011 histo~?al

behavior. Moreover, as in the case of tobacco, there is often a latency period before the

harm is done, so that the damages if paid may not always go to the particular individuals

who suffered health losses but could go to other entities, such as local governments.

Unlike the tobacco cases, however, there will be no excise tax financing mechanism that

might influence future production of lead paint because this production has already

ceased. Consequently, from the standpoint of optimal deterrence of lead paint
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manufacturers, the lawsuits consequently will have no influence. To the extent that this

litigation has any incentive effect it will be by generating an expectation among finns

making other products that the legal system might eventually impose costs on them after

they have ceased producing or selling these items.

The historical claims against lead paint manufacturers have also created

difficulties in terms of assignment of liability. In any particular context, it is likely that

there have been several applications of paint· to a wall over time, and it is often

impossible to ascertain the date of the paint application or the manufacturer of the lead

paint. Some lawsuits have sought unsuccessfully to apply market share liability rules to

assign responsibility for the historical applications of lead paint. These efforts have not

been successful, in part because of the inherent uncertainties regarding when the lead

paint was applied and the respective market shares of different companies at different

points in time. Efforts to apply similar concepts of market share liability to guns have

also not been successful.

The second set of lead paint lawsuits involving landlords and tenants could

potentially function quite differently from the standpoint of both optimal deterrence and

efficient insurance. Landlords continue, to make decisions regarding building

maintenance, which in turn affects exposure to lead. Moreover, to the extent that these

lawsuits lead to compensation of people actually exposed to lead, there is potentially

some insurance rationale for the litigation. As Lutter and Mader indicate, however, there

are also strong government regulations already in place that address many of these

exposure issues, thus reducing the deterrence rationale.

The pattern of lead paint litigation also yields some surpnsmg results.

Increasingly, these lawsuits lead to· out of court settlements, but Lutter and Mader

ob~~!y_eJha~ .no~ith.st~diJJ.g tlle. decliIl~ of lead levels }n~{)Il_t~at~d housing, the

number of lawsuits has not diminished. Their statistical analysis suggests that higher

blood-lead levels do not increase the probability that a plaintiffwiII win the case, but do

increase the magnitude of the award. Lutter and Mader, as well as the commentary in this

volume by Thomas Kniesner, cOI£lude that litigation is a very poor mechanism for

promoting control of lead and promoting individual health, which they believe can be

done more effectively through better regulatory controls on lead-based paint hazards.
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VII. Breast Implants

The role of government regulations also figures prominently in Jom Hersch's

analysis of breast implants. The conventional view in the literature, which is shared by

the commentary in this volume by Peter Schuck, is that the breast implant litigation

epitomizes the extent to which class action litigation has led to undesirable social

outcomes. According to this view, companies were punished and in one case driven into

bankruptcy (Dow Corning) by claims of illnesses that were not supported by the

scientific evidence. The chapter by Hersch challenges this conventional assessment by

tracking the state of information at different points in time and the link of this

information to the role of litigation.

Many observers suggest that the breast·implant litigation should be a non-issue for

the courts because of the role <;>fregulation by the Food and Drug Administration (FDA).

The commentary in the chapter by Epstein, for example, proposes that there should be an

exemption for all products regulated by the FDA because this regulation already

establishes appropriate tests of product safety. While that point of view is certainly

pertinent to prescription drugs and many medical devices, Hersch shows that breast

implants were in use before there was FDA medical device regulation. Even after the

authority of the agency was extended to include medical devices, the FDA never

explicitly reviewed breast implants and evaluated their properties in terms of the safety

and efficacy of the devices. Thus, unlike more recently regulated products, the fact that

breast implants ultimately fell under the jurisdiction of the FDA in no way ensures that

there was another governmental entity that made the judgment that the product met

adequate safety standards.

.... ._.... Th~J~t!K~:!i()J! _Jl!<!!~r~~,!I!~~LJ~~g~t.!_~~!ttLJ~tt~~~¢tS· _!!!YQ.~y~g__ .~4v~r.s~ .. )!~~!t!I _
consequences of breast implants other than life-threatening ailments. This litigation was

based on well established medical consequences of breast implants such as capsular

contracture around the implants, and led companies to provide hazard warnings to alert

potential users of breast implants to these consequences. A more controversial and more

recent line of litigation involving breast implants has involved individual suits and class

actions regarding highly speculative ailments, such as connective tissue disease and



autoimmune diseases, such as lupus and scleroderma. Plaintiffs often waged successful

legal battles based on the fact that they suffered identifiable aihnents and that case reports

often linked the presence of breast implants to such aihnents. What was missing,

however, were detailed epidemiological studies demonstrating that breast implants

increased the risk of severe adverse effects and made it more probable than not that breast

implants were the cause of the ir aihnents. Many critics of the breast implant litigation

consequently claimed that these cases had no merit because the risks had not been

documented based on large scale epidemiological studies performed for this product.

Hersch challenges this view based on the nature of the information flows.

Because government regulators never required companies to undertake this research and

companies never did so on their own, she views it as being inappropriate to fault the

litigation based on informational shortcomings. The availability of epidemiological data

is controlled by the companies. Moreover, when the first such studies did emerge the

samples were sufficiently small that one could still not rule out with any reasonable

degree of confidence the hypothesis that the use of breast implants made it more probable

than not that the patient's aihnents were attributable to this product. After substantial

additional research the courts have now concluded that there is no legitimate scientific

basis for the claims fo r ailments such as connective tissue disorders.

The breast implant litigation was very much in the spirit of traditional personal

injury litigation in that the beneficiaries of the damage awards consisted of injured

individuals. However, because of the chss action character of much of the litigation, the

scale of it resembled that of the suits by governmental entities against tobacco, guns, and

lead paint.

While the breast implant litigation itself did not lead to negotiated settlements that

impO-sed I~g1JlatioJ1-> it did serve to stimlll~teregullltoryactioll. by the FDA- The litigllt!()l1

led to the production of company documents that alerted the FDA to problems

concerning the product, including leakage of the silicone gel from the implants and

concealment of tlese problems by the company. Moreover, it may not be entirely

coincidental that FDA Commissioner David Kessler suspended the use of breast implants

shortly after a major court award in a breast implant case. Kessler's decision is widely

viewed as one of owrreaction to the scientific evidence and public pressures.
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The upshot of the breast implantation litigation is that the scientific consensus is

that the product does not pose long tenn risks. Hersch documents that breast implants

remain a widely popular fonn of cosmetic surgery. However, the financial cost to the

finns that produced the implants cannot be reversed. Moreover, the bottom line from the

standpoint ofefficiency is that, at least in retrospect, society is not better off. The current

state of ilfonnation indicates that there was not a significant shortfall in safety on the

dimensions alleged in the most costly breast implant cases.

vm.HMOs

The same kinds of lawsuits that have been lodged against products such as

tobacco and lead paint have also focused on health maintenance organizations. This

development may appear to be curious from a risk standpoint. Tobacco is certainly a

risky product. Guns are often risky, particularly if they are misused. Similarly, lead paint

and breast implants pose hazards. However, one would have expected that the main effect

of HMOs would be to enhance health rather than to increase risk.

The focus of the most recent litigation is on the quality control problems of

managed care facilities. The plaintiff group is known as the REPAIR team, which is an

organization headed by a fonner prominent tobacco attorney, Richard "Dickie" Scruggs..

What Scruggs and his colleagues are attempting to do is to impose a settlement patterned

after that in tobacco. Perhaps in an effort to force a settlement, they claim their HMO

litigation will threaten the entire HMO industry with bankruptcy. Thus, as in the case of

many of the other litigation case studies in this volume, considerable fmancial pressures

are being brought to bear in the hopes of generating some kind of settlement: principally,

a tax on premiums paid by individuals purchasing managed care insurance. In the case of

.t()b;lC(;Q,_OIl~could eas.ilymak~ theargumentthat tile excise tax <iiscourages consumption

of a risky product. However, for HMOs the effect of any kind of premium tax will be to

discourage utilization of health care, which is presumably harmful to individual health

rather than beneficial. Thus, extensions of the tobacco model appear to be particularly

inappropriate in this case.

Chapter 6 by Daniel Kessler and Mark McClellan use survey data pertaining to

physician practices to explore some of the presumed analytical linkages underlying the
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use of litigation with respect to HMOs. Their empirical analysis suggests hat there

appear to be few demonstrable benefits of litigation. In fact, increased medical

malpractice claims lead to defensive medicine and the use of low benefit treatments

designed to decrease the risk of litigation rather than to foster patient health. In contrast;

the increased role of managed care has led to more efficient health care utilization

outcomes. Moreover, as was noted above, the character of the fmancial incentives created

in at least one line of litigation is not structured to promote better quality care in any

sense, but will simply reduce the quantity of medical care received by raising premiums.

The concept of treating HMOs as a dangerous product that should be discouraged,

in much the same way as society discourages the use of tobacco and handguns, appears to

be without any sound foundation and driven solely by the desire of attorneys to use the

regulation through litigation concept to their own personal gain. As of yet, there has been

no settlement of this litigation and there is no indication that it will lead to any broadly

based regulatory changes other than the proposed tax on insurance premiums.

IX. Insurance Market Ramifications

Large scale lawsuits involving damages payments in the billions of dollars have

profound ramifications for the defendant companies, but they also have influences that

extend to insurers as well. In some instances, finns have purchased insurance to cover at

least a portion of their losses. As Kenneth Abraham and the commentary on his chapter

by J. David Cummins indicate, assigning responsibility for bearing the fmancial costs is

often a highly complex matter. Many of the risk exposures that have been subject to

litigation are subject to long latency periods. Although asbestos risks are perhaps the

most noteworthy case, tobacco, breast implants, and lead paint also have effects that are

not iIIlill~(;H~te, Ib~ J~y~lsand timi,ng ()f fu~ ri~k~JfPosure.fIoIllsuch cas~s creaJe

considerable problems from the standpoint of insurance. Assigning responsibility for any

given ailment is difficult, particularly in situations in which there are multiple potential

causes. The role of time also is important as well. Did the disease result from a risk

exposure that took place during the period of time when the insurance. company WiS

writing coverage for such losses, or was it some other time period? In many instances, the

character of the risks was not known at the time insurance companies wrote the policies.
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As a result, the insurance premiums charged were inadequate to cover the losses that

eventually emerged once new diseases were identified or new lines of litigation

developed. Now that insurance companies are aware of such unanticipated costs,

Abraham notes that they are beginning to raise premiums to cover such contingencies,

thus boosting the cost of insurance to potential purchasers.

The character of the insurance policies that the companies are willing to write has

also changed. Abraham explores the evolution of insurance contracts in the case of

pollution coverage and, more generally, coverage for toxic torts. For example, did the

damage done by breast implants occur "during the policy period" because that was the

time at which the patient received the breast implants? Or did the harm occur at some

later date? Such latent injuries often trigger substantial debates as to whether the injury

occurred during this policy period and what the character ofexposure should be to trigger

coverage. As a result of this kind of litigation, insurance contracts now typically are

written to provide "claims made" coverage for a particular policy period, thus reducing

the uncertainties faced by insurance companies. However, even with a narrowing of the

coverage of insurance contracts that are being written, Abraham concludes that firms are

charging an uncertainty tax on premiums because of the difficulty in pricing risks that

have a potentially long tail.

x. Class Actions and Mass Torts

While many of the studies identify problems that have arisen with respect to the

large scale litigation case studies that were analyzed, Chapter 8 by Rosenberg suggests

that this litigation in some instances can serve a constructive function. In particular, he

claims that mass torts are far superior to a rash of individual cases in addressing cases

.Jbafip.Y91:V~S()~9.~qtl~~~i()~ ofl~\V~co~()llgllt::~ti()ns·· of f(l~t,..cO~911l~gaIJ(l~_ts,.

and situations in which there are potential economies of scale. The role of such litigation

is to avoid the duplication of individual lawsuits. In addition, Rosenberg makes the novel

observation that the launching of mass tort suits leads to optimal investment in the

litigation by plaintiffs because it avoids the collective action problems that would

otherwise be present.

;,
.1
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In many respects, one can view the Rosenberg model as one in which the judicial

system in effect is the counterpart to regulatory agencies. In much the same way as

government regulators find it efficient to establish broadly based regulatory standards for

particular products, Rosenberg fmds it more efficient for the tgal system to address

product-related concerns in a single suit rather than in a series of individual cases. This

would enable the legal system to take more of a market based perspective. The focus of

Rosenberg's chapter however, is on the superiority of mass torts to individual suits, rather

than on the superiority of mass torts to government regulation.

One noteworthy aspect of mass torts is the all or nothing character of the potential

payoffs. If firms are risk-neutral, then they will be indifferent to facing a series of

individual lawsuits or one large scale lawsuit. An important caveat is that this conclusion

assumes away the potential for learning and changing one's litigation strategy in a series

of cases. Moreover, once the stakes are in the billions, risk aversion of shareholders

enters as a factor. By raising the stakes of litigation in a manner that threatens firms with

bankruptcy should they lose, class actions increase firms' willingness to settle such cases

rather than put the viability of tre firm at riSk, especially where there is a fear of punitive

damages. Thus, the merits of class action may vary substantially in different situations

depending on whether we are more in Rosenberg's constructive world of ideal class

action assumptions or tre world of Judge Richard Posner, who views these lawsuits as no

more than single class blackmail.

The analytical desirability of the Rosenberg class action model also hinges quite

critically on the assumptions that he specifies pertaining to the character of the class

action. As he emphasizes, homogeneity of the cases is of particular importance, and one

can view his criteria for the constructive role of mass torts as a useful checklist for what

cO]ldjti()ns must besatisfied for these laws~ts to be superiorto individua1litigation~

XI. Policy Prognosis

Although several contributors to this volume cite constructive roles for class

actions and the regulation through litigation phenomenon, many have identified potential

problems as well. Moreover, many of these chapters have identified criteria for judging

which forms of litigation serve a constructive role and which do not. Ideally, one would



like to discourage litigation that has undesirable consequences, such as usurping the

traditional authority of government regulation agencies and the control of taxation by the

legislature.

How constructive changes could be accomplished is more problematic. The

difficulty is not one of faulty government policy. The usual calls for government reform

will not be effective. However, the more that can be done to promote effective regulatory

oversight ofpotentially risky products, such as breast implants, and the greater the ability

of government entities to ensure appropriate quality levels for products, such as the health

care provided by HMOs, the less chance there will be of successful litigation to address

these concerns. In many instances, the litigation stems from a real or perceived failure on

the part ofregulators to address potential harms to society.

Directly discouraging litigation is a more difficult matter. The attorneys bringing

these suits have no reason to discipline themselves and restrain from launching lawsuits

that are in their fmancial interest but perhaps not society's. The stakes involve payoffs to

them in the billions of dollars, which constitutes a considerable lure for even the most

self-restrained. Changing the character of the reimbursement of attorneys to avoid the

windfall gains that resulted in the tobacco litigation and are being sought in the lead paint

and HMO litigation could do much to deter such lawsuits in the future. At the very.

minimum, there should be increased public scrutiny of such fee arrangements and a

competitive open bidding process for all such deals involving government entities as the

plaintiffs. The goals would be to discourage sweetheart deals with attorneys and litigation

that is driven by the prospect of windfall private gams resulting from the threat of

catastrophic losses by governmental lawsuits.

Whether the regulation through litigation phenomenon proves to be a temporary

0fpeJ1IlaneIlt way to~4dressIisk isslle.s will dep~nd to agre<l~ d~gree on tile extent t() ..

which the concept can be applied to other products. Alcoholic beverages, fast food,

automobiles, sport utility vehicles, and other products that create risks to consumers and

external risks to others are among the potential targets of litigation. Whether such

litigation will ever materialize hinges largely on how the courts address such suits.

Unfortunately, because the tobacco litigation was settled, we lost an opportunity for the

courts to establish defmitive legal guidelines for such litigation. Only time will tell
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whether society will continue to regulate through the courts or through more conventional

processes.
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Table 1

Summary: of Justifications for Litigation in Case Studies
I

Product
Tobacco

Alleged jGovernmental Failure Remedy Efficien~y Effects
Medical cqst externality to state Lawsuits to transfer money to states; Adverse effects based on assessment
Medicaid programs not addressed. led to excise tax equivalent and of the financial costs of smoking.

negotiated regulatory changes;
billions in plaintiff attorney fees.

Guns Governmental failure because of
diffuse public benefits and strong
interest grQuP pressure.

Lead paint Vigorous existing federal
regulations, with lead paint ban
since 1978:; landlords subject to state
and local rbgulations, but issues of
efficacy aqd victim compensation.

Breast implants In use before FDA medical device
regulation ;and not regulated when
authority ~xtended; little company
research, but company suppression
of adverse· information.

Lawsuits by cities threatening
penalties, with prospect of
regulatory changes.

Lawsuits against paint companies
seeking payment for historical acts;
landlord lawsuits for current
exposures seeking compensation.

Lawsuits seeking compensation for
morbidity effects and speculative
ailments; led to FDA review and
research, often exonerating the
product.

Prospective effects on gun distribution
and safety devices, but experts
disagree on desirability of all such
measures.

Incentives for landlords to reduce
exposures, fixed costs for producers.

Exit from market ofbreast implant
producers, perhaps may stimulate
more research on such medical
devices.

HMOs Quality cOlltrol problems of Litigation to force tobacco-type Negative effect in discouraging
managed ciarenot adequately solution of premium taxes to payoff purchase of coverage.
regulated. : plaintiff attorneys.


